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UNAUDITED
FINANCIAL STATEMENTS.

Warren L. Eisenberg
Partner, Philadelphia Office
Presented before the Nashville
Chapter, Tennessee Society of
Certified Public AccountantsOctober 1974

In 1968 the American Institute of Certified Public Accountants issued
Statement on Auditing Procedure No. 38, "Unaudited Financial Statements,"
to clarify the reporting requirements and other responsibilities of a CPA in
connection with unaudited financial statements. SAP No. 38 was incorporated in Statement on Auditing Standards No. 1 as section 516, and in
March 1974 the Institute distributed a revised exposure draft of a Guide for
Engagements of CPAs To Prepare Unaudited Financial Statements.
1

2

The Guide, which is intended to apply when a CPA is associated with
unaudited financial statements, begins to establish minimum standards for the
profession. These definitive guidelines, I am sure, are the result of the
judgment against a CPA in the now famous 1136 Tenants' Corporation case
and the public's increasing reliance on a statement with which a CPA is
associated, even though it be unaudited. This paper discusses some of the
more significant matters included in the Guide and comments on the
suggested procedures set forth.
The Guide divides the subject into five parts:
1. Unaudited financial statements, including a definition of accounting
services, determination of whether statements are unaudited, distinctions
between types of disclaimers and association with unaudited financial
statements
2. Engagement letters
3. Professional care
1. Committee on Auditing Procedure, "Codification of Auditing Standards and
Procedures," Statement on Auditing Standards No. 1 (New York: American Institute of
Certified Public Accountants, 1973).
2. The final version of the Guide has now been published: Task Force on Unaudited
Financial Statements, Auditing Standards Division, Guide for Engagements of CPAs To
Prepare Unaudited Financial Statements (New York: American Institute of Certified
Public Accountants, 1975).
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4. Types of disclaimer of opinion for unaudited statements with
examples of the various disclaimers
5. Miscellaneous topics, including applicability to tax returns, credit
grantors' forms, cash-basis statements and some other matters
Unaudited financial statements may be used in a number of ways. They
may cover unaudited stub periods in filings with the Securities and Exchange
Commission, or they may be the published interim unaudited financial data
of publicly owned companies. They may be statements prepared only for
internal use by management, or they may be the usual unaudited financial
statements prepared on an interim or year-end basis. The Guide is not
intended to apply to the CPA's conduct regarding unaudited stub periods in
filings with the SEC or the interim unaudited financials of publicly owned
companies which generally follow audited financial statements. The following
discussion considers the interim and year-end unaudited financial statements
that most of us prepare for clients on a continuing basis and that usually
represent a client's only published financial information. We will also consider
unaudited statements prepared for internal use only.
ACCOUNTING SERVICES V . AUDITING SERVICES
The Guide is intended to apply when a CPA is associated with unaudited
financial statements because he has prepared them or has assisted in their
preparation and has submitted them to his client or others. Thus, the focus of
the Guide is on preparation.
Section 516.01 of SAS No. 1 discusses the nature of accounting services in
an engagement involving unaudited financial statements:
A certified public accountant may be engaged to prepare, or to assist his client in
preparing, unaudited financial statements. This type of engagement is an accounting
service as distinguished from an examination of financial statements in accordance
with generally accepted auditing standards. This accounting service, which may
include assistance in adjusting and closing the general books, frequently is rendered as
an adjunct to the preparation of tax returns. Although the certified public
accountant may have prepared, or assisted in preparing, unaudited financial
statements, the statements are representations of management, and the fairness of
their representation is management's responsibility.

The following section, 516.02, states in part: "The certified public accountant
has no responsibility to apply any auditing procedures to unaudited financial
statements."
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These sections distinguish between an auditing service and an accounting
service. Only when performing an examination of financial statements in
accordance with generally accepted auditing standards is the CPA serving in
the capacity of auditor, and only when he has made such an examination can
he express an opinion concerning the financial statements. When he serves in
any other capacity he has no basis for expressing an opinion. Section 516.03
of SAS No. 1, concerning the CPA's association with unaudited financial
statements in such instances, is discussed below.
The extent of work to be performed by a CPA providing accounting
services will depend on various factors, including the nature and terms of the
engagement and the extent of client participation in preparing the statements.
Often records are consulted, inquiries made or documents read as a part of
the process of assembling the financial statements or determining the
accounting for a transaction. Also, inquiries may be made as to information
to be included under generally accepted accounting principles in the financial
statements and related notes. Some of these procedures might be used in
either an unaudited-financial-statement engagement or an audit engagement.
Unless performed as a part of an audit, such procedures do not provide a
basis, in whole or in part, for formulating an opinion on financial statements.
DETERMINING WHETHER STATEMENTS A R E UNAUDITED
The determination of whether the financial statements are unaudited
involves the accountant's judgment. Unaudited financial statements are
defined as follows: "Financial statements are unaudited i f the certified public
accountant (a) has not applied any auditing procedures to them or (b) has not
applied auditing procedures which are sufficient to permit him to express an
opinion concerning them... . "
The purpose of the engagement is a determining factor. Here the CPA
should consider whether an audit, even one of limited scope, is expected as a
result of the discussion between him and his client. Obviously, if the client is
concerned primarily with an expression of opinion on his financial statements, then an audit is contemplated. However, if the client is concerned
with obtaining assistance in preparing his financial statements and not with
the CPA's expression of an opinion on the statements, an audit is presumably
not contemplated. A n engagement letter that includes as specific a descrip3

3. SAS No. 1, Sec. 516.02.
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tion as possible of the nature and extent of the accounting services to be
performed is recommended by the new Guide.

TYPES OF DISCLAIMERS
There

is

a difference

between unaudited

financial

statements and

statements that result from examinations that are limited in scope or that
have not produced sufficient competent evidential matter to permit formation of an opinion on the financial statements taken as a whole. Where the
statements are unaudited the disclaimer reads:
The accompanying balance sheet of X Company as of December 31, 19
,
and the related statements of income and retained earnings and changes in financial
position for the year then ended were not audited by us and accordingly we do not
express an opinion on them.
4

However, a disclaimer of opinion based on a limitation of scope would read:
(Scope paragraph)
. . .and such other auditing procedures as we considered necessary in the circumstances, except that in accordance with your instructions we were not in attendance
at the taking of the physical inventory as of November 30,19
(Opinion paragraph)
Because the inventory at November 30, 19
enters materially into the
determination of financial position, results of operations and changes in financial
position, we do not express an opinion on the aforementioned financial statements
taken as a whole.
ASSOCIATION WITH FINANCIAL STATEMENTS
The Guide refers to the following criteria concerning association with unaudited financial statements as set forth in SAS No. 1:
A certified public accountant is associated with unaudited financial statements
when he has consented to the use of his name in a report, document, or written
communication setting forth or containing the statements. Further, when a certified
public accountant submits to his client or others, with or without a covering letter,
unaudited financial statements which he has prepared or assisted in preparing, he is
deemed to be associated with such statements. This association is deemed to exist
even though the certified public accountant does not append his name to the
financial statements or uses "plain paper" rather than his own stationery. . . .
5

4. Ibid., Sec. 516.04.
5. Ibid., Sec. 516.03.

Unaudited Financial Statements

383

Thus, i f a CPA issues unaudited statements on his stationery he is associated
with the statements. Also, i f a CPA prepares or assists in preparing financial
statements for a client on "plain paper" and submits them to his client or
someone else, he is associated with the statements.
ENGAGEMENT LETTERS
The purpose of the engagement letter is to provide a written record of the
agreement with the client as to the services to be provided. Some CPAs may
wish to request the client to sign and return a copy of the engagement letter.
Before preparing the engagement letter the CPA ordinarily confers with his
client to obtain and confirm information such as the following:
1. Nature of the services desired, including tax or management services
2. Purpose for which the financial statements are to be used (internal use
only, credit purposes, other)
3.

Form and content of the financial statements

4.

Date and period to be covered by the financial statements

5.

Date the client will need the financial statements

6. Extent to which the CPA may use client employees and facilities
7. Fee arrangements
The letter would include a description of services, which should be
characterized as "accounting services," and would state that such services
would not constitute an examination in accordance with generally accepted
auditing standards. It would specify that the CPA will issue a disclaimer of
opinion on the unaudited financial statements, and there would normally be
no mention of procedures. If certain specific procedures are requested, the
CPA might describe them but would indicate clearly that they do not
constitute an examination.
The letter would include a statement regarding the limitations of the
engagement as to the possibility of detecting defalcations and fraud and,
finally, a statement concerning the fee arrangement, billing basis and
frequency of billing and payment. The Guide contains a sample letter.
RESPONSIBILITIES OF THE CPA
The Guide discusses the nature of the responsibility that a CPA assumes in
connection with the preparation of unaudited financial statements and how
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he can fulfill it. Cooley on Torts discusses a professional's duty to exercise
care in the service he is performing:
Every man who offers his service to another and is employed assumes the duty to
exercise in the employment such skill as he possesses with reasonable care and
diligence. In all these employments where peculiar skill is prerequisite, if one offers
his service, he is understood as holding himself out to the public as possessing the
degree of skill commonly possessed by others in the same employment, and, if his
pretentions are unfounded, he commits a species of fraud upon every man who
employs him in reliance on his public profession.

Thus it is obvious that the level of the skill that the CPA brings to the
engagement is greater than that of a bookkeeper, and his work is expected to
reflect that skill.
Unaudited financial statements are expected to be in conformity with
generally accepted accounting principles, including that of adequate disclosure. Thus the CPA has an obligation to determine that the statements are in
conformity with G A A P and that all required disclosures are made. A number
of situations arise that enable a CPA associated with unaudited financial
statements to recognize incomplete or questionable accounting treatments.
The March 1974 exposure draft listed the following:
1. Use of a basis of accounting other than the accrual basis in statements
that purport to present financial position or results of operations
2. Failure to classify assets and liabilities between current and noncurrent
items
3.

Inclusion of assets at appraisal (or market) values in excess of cost

4. Failure to disclose the basis for stating inventories, property and
equipment, marketable securities or investments
5. Failure to disclose the method of determining cost of inventories or to
price inventories at lower of cost or market
6. Failure to disclose the maturities, interest rates, collateral or conversion rates of long-term debt
7. Failure to provide appropriately for income taxes
8. Omission of description and details of capital stock
9. Failure to disclose contingent liabilities and commitments, including
lease commitments
10. Failure to disclose that the ability of the company to continue in
operation is questionable
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11.

Failure to disclose restrictions relating to retained earnings

12.

Failure to disclose depreciation method or expense for the period

13.

Failure to disclose earnings-per-share information

14.

Omission of statement of changes in financial position

15.

Failure to disclose significant accounting policies
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As part of the accounting services he is performing, the Guide suggests that
the CPA make inquiries and follow procedures falling into two categories,
those dealing with (1) the existence of accounting records and (2) the
application of accounting principles (including adequate disclosure). The
Guide includes a checklist of inquiries or other procedures that a CPA may
consider. Generally, the writer agrees with them but believes that the CPA
should be doing more work than is suggested.
The objective of company management should be to present financial
statements that are in the same form and that contain all of the disclosures
and footnotes that would be required if the statements had been audited. Of
course, applying limited procedures would not give any defined degree of
assurance as to the accuracy or completeness of the amounts and disclosures
in the financial statements. However, using the information obtained by
applying the procedures, the CPA should be able to aid management in
accomplishing this objective.
Generally, the CPA's approach should be to read the statements for
reasonableness, make inquiries about certain specific matters of accounting
principles or disclosures, and review summaries or ask for supporting details
concerning unusual variations or relationships in the accounts. The extent of
inquiry would be based on the CPA's judgment of the knowledge and
experience of the persons responsible for various phases of the recordkeeping
operation. Thus, application of any step in the procedures will vary from
client to client and from time to time as circumstances change or as the CPA
gains more knowledge of the company's business and the capabilities of its
personnel.
The CPA's inquiries should be directed to the individuals at the client's
organization who are expected to have sufficient knowledge of the subject. In
the absence of some significant indication to the contrary, the CPA should
assume that the answers to inquiries are proper and that the descriptions and
amounts of the client listings and summaries are what they purport to be. It is
not necessary to retain client-prepared working papers unless they will help to
facilitate the review or preparation of the report or tax return.
•

